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Recent Business Activity 


Will It Rain in Time? 


Drought is an ominous threat to rangeland over 
much of the State. Cool weather in May held back 
the grass, and when it turned hot the moisture 
wasn’t available to make up for lost time. North- 
eastern New Mexico is now rated by the Depart- 
ment of Agriculture as an “Extreme Drought” 
area, with pasture feed supply less than 35 per 
cent of what could be expected with adequate 
rainfall. About one-third of the State, on the east 
side from Union county diagonally down to Dona 
Ana county, is rated as a “Severe Drought” area. 
Lesser degrees of drought damage are reported 
for nearly all the remainder of the State. 

Drought isn’t the only package of trouble for 
New Mexico ranchers, who in May got on the 
average 27 per cent less for the stock they sold 
than they were getting a year ago. Livestock 
growers throughout the country have suffered 
about the same decline in gross income, but only 
ranchers in the Southern High Plains are suffering 
from the current drought. Elsewhere pasture lands 
are in good to fair condition. These two setbacks, 
from the weather and the market, look like undue 
discrimination to New Mexico ranchers. 

The drought so far isn’t incurable. Cattle came 


through the winter in remarkably good condition, 
and if they can get something to eat soon that 
doesn’t have to be bought in a feed store, the situ- 
ation may be saved. But the combination of 
drought and falling cattle and calf prices poses a 
tough problem for the New Mexico rancher. The 
shortage of range feed caused by the drought 
makes it difficult for the rancher to keep his cattle 
and calves because it takes a lot of feed to keep 
them in marketable condition. If you have to buy 
most of the feed, the operation becomes very costly 
—too costly. Normally the rancher would solve the 
problem by selling the cattle, but this May when 
he took them to market he found the price had 
dropped from the comfortable figure of $26.50 per 
hundredweight which he got a year earlier to the 
very uncomfortable figure (considering all the 
high priced feed he had in them) of $17.20. Veal 
calves, which were selling for $30.00 in May 1952, 
were bringing $17.80 this May. So selling was not 
a very satisfactory solution this year. 

There comes a time, however, when you can’t 
go on buying expensive feed to put into cattle for 
which the price is steadily declining. So some 
ranchers are virtually forced to sell, even at the 
low prices. Such distress selling is likely to fur- 
ther depress the price, and the rancher finds him- 
self involved in one of those vicious circles you 
hear so much about. New Mexico ranchers are in- 
volved in one this summer, for according to the 
last reports available to the Bureau, cattle prices 
were still declining in June. 


Banks Are Businesses Too 


The fact that banks deal exclusively in money— 
everybody’s money—sometimes obscures the more 
basic fact that commercial banks are businesses, 
founded with private capital. True, banks serve 
the public; they are as essential perhaps as the 
postoffice. But banks, like all institutions, are based 
on _ The motive, for commercial banks, is 
profit. 

Bank profits look healthy today, as does almost 
our entire economy. But profits in New Mexico’s 
state banks have come harder every year since 
1949. At that time the rate of bank earnings, 
expressed as a percentage of stockholders’ equity, 
reached its highest point in several decades, while 
the rate last year was the lowest since the war 
ended. 

Nothing drastic has happened to our banking 
system; in fact 1952 earnings were well above the 
depression and war years, as can be seen by the 
following table of high and low years since 1929. 
It looks however as though banking has passed its 
recent profit heyday, and is caught again in the 
long term trend of interest rates, which has been 
downward for the last several centuries. 

Earnings in 1929 were 18.0 per cent of stockholders equity 
Earnings in 1933 were 2.7 per cent of stockholders equity 
Earnings in 1939 were 17.2 per cent of stockholders equity 
Earnings in 1942 were 11.4 per cent of stockholders equity 


Earnings in 1949 were 23.8 per cent of stockholders equity 
Earnings in 1952 were 19.3 per cent of stockholders equity 


Continued on page 10 


CREDIT LIFE, HEALTH AND ACCIDENT INSURANCE 
AND THE SMALL LOAN INDUSTRY 


by William J. Parish* 


In recent years, as a result of the phenomenal 
post-war expansion of installment credit,! credit 
insurance has been attracted and adapted? to the 
retail field, and particularly to that portion of 
installment credit financed by the small loan indus- 
try. Certain insurance underwriters, cognizant of 
the increasing demand by lenders for life insurance 
collateral as security for larger loans, have offered 
tailor-made policies for the small loan lender who 
might wish to be indemnified for losses resulting 
from failure of earning power of an insured 
debtor by reason of death or disability. 

Though a need for credit life, health and acci- 
dent insurance may be evident where the terms of 
the policy and the wants of the individual borrower 
coincide, the sale of such insurance through small 
loan licensees has raised a new storm center in an 
industry that has had little respite from a long ser- 
ies of controversies. In the process of the small loan 
industry becoming an established and accepted 
business, many of the original questions, happily, 
have been settled, such as whether consumer loans 
are socially and economically justified; whether a 
higher rate of charge than the usury rate should 
be permitted on small loans; or whether the busi- 
ness must be licensed and supervised to prevent 
overreaching and oppression of borrowers. The 
current controversy—whether small loan lenders 
should be permitted to sell credit insurance* when 
they make loans—threatens to become as warmly 
contested a dispute as any that have preceded it. 

In attempting to justify tie-in sales of credit 
insurance, lenders and insurance companies desir- 
ing to sell it argue that lenders have a right to 
require it as security for loans. In support of this 
contention they stress that small loan borrowers 
are not able to provide adequate security for loans; 
that such loans are made in reliance on repayment 
from the borrowers’ earnings and that the lender 
has a right to be protected against the possibility 
of destruction of that primary source of repay- 
ment through death or disability of the borrower. 

To lend sales appeal to these plausible argu- 
ments the proponents of credit insurance point to 
debts discharged; to relatives not pestered; to 
families unburdened; to borrowers’ peace of 
* Dr.’ Parish is Professor of Business Administration the College of 
Business Administration, University of New Mexico. He has written 
extensively on the problems of the small loan industry. 

1 Installment credit in the United States has grown from approxi- 
mately two billion dollars in 1945 to more than eighteen and one-half 
billion dollars as of December 31, 1952. Federal Reserve Bulletin, April 
1958, pp. 846-7. In the same period installment credit through small 
loan companies has expanded from less than one-half billion dollars to 

nearly one and one-half billion dollars. Federal Reserve Bulletin, March 
traditionally, guarantees indemnity for losses to 
amounts specified in the policy sustained through insolvency of the 
debtors in excess of the insured’s normal bad debt losses. This type 
of insurance has been made available to manufacturers and wholesalers 
but not to retailers. See Woodhull Hay, Credit Insurance, Encyclopedia 


Americana, Vol. 15, p. 183, 1950. 


® Henceforth credit insurance in this paper will be used synony- 


mously with credit life, health and accident or disability insurance. 


mind.* They have not been modest in this ap- 
proach. Typically, however, they have avoided or 
overlooked, condoned or minimized the fact that 
the insurance is often forced upon defenseless, and 
frequently desperate borrowers; that the cost of 
the insurance is high when compared with the 
benefits accruing to borrowers; and that the lend- 
ers’ hidden profits derived from the sale of such 
insurance are substantial. 

Generally, the abuses in the sale of credit insur- 
ance are soft-pedaled by its advocates. However, 
some writers who favor the sale of credit insur- 
ance through small loan licensees abhor the abuses 
which have occurred. They argue, nevertheless, 
“that none of the evils charged are inherent in the 
purpose, function, or usual operation of credit in- 
surance,” and that, therefore, it can be expected 
that a solution will be found in “better supervision 
by state banking and insurance departments and 
with a more enlightened attitude on the part of 
lenders.”’® 

Rarely, though, does one find this problem of the 
sale of credit insurance in the small loan field ap- 
proached in the light of the time-honored prin- 
ciples of regulation of the small loan business as 
developed by the Russell Sage Foundation. These 
principles were incorporated in the model Uni- 
form Small Loan Law drafted and sponsored by 
the Foundation, and in the various effective state 
_— loan laws which are based on that model 
aw. 

These laws, recognizing that small loan borrow- 
ers are not able, typically, to provide adequate 
security, fix comparatively high rates of charge 
designed to compensate lenders for the greater 
risk of non-payment resulting from inadequacy of 
security. The rates authorized are made exclu- 
sive, and are coupled with a prohibition of other 
charges.? The principle of a single charge for 
small loans evolved from “a long period of trial 


4 See pamphlets distributed by the Consumer Credit Insurance As- 
sociation through small loan licensees. Examples: Let’s Look at 
Credit Life Insurance, and How Consumer Credit Insurance Protects 
You and Your Family. 
5 Faulkner, E. J. An Underwriter Looks at Insurance in Connection 
with Lending, Conference on Personal Finance Law, Quarterly Report, 
Winter 1951-52, N.Y., pp. 21 and 22. 
® See Bogert, George G. The Future of Small Loan Legislation, The 
Sahenedie of Chicago Law Review, December, 1944; Lackawanna 
Thrift & Loan Corporation v. Kabatchnick, 1941, Penn. Superior Court 
Reports, Vol. 145, p. 52, Atlantic Reporter, 2nd Series, Vol. 20, p. 908; 
Davis Loan Co. v. Blanchard, 1930, Louisiana Appeals "Reports, Vol. 14, 
p. 671, Southern Reporter, Vol. 129, p. 413; see also Hubachek, F. B. 
The Drift Toward a Consumer Credit Code, The University of Chicago 
Law Review, Summer 1949. 
7 Section 18 of the Sixth Draft of the Uniform Small Loan Law 
= in 1985 contains the following prohibition against extra 
charges: 
“No further charges. In addition to the interest herein provided 
for no further or other charge or amount whatsoever for any 
examination, service, brokerage, commission, expense, fee, or 
bonus or other thing or otherwise shall be directly or indirectly 
charged, contracted for, or received.” 
Section 13 of the yy Draft published in 1942 provides: 
“In addition — to ithe charges herein provided for, no further or 
other er shall be directly or indirectly charged, 
contracted for, or received.” 


and error’®’ which showed that when other 
charges, as for services, expenses, or insurance 
were permitted, unscrupulous lenders invariably 
took advantage of their relatively ignorant and 
economically weak borrowers by loading them 
with excessive charges. The alleged justification 
for credit insurance clashes squarely with these 
established and tested concepts of regulation of 
the small loan industry. This should be the focus 
of any discussion of the question. 

However, in setting the focus, preliminary light 
should be shed on two troublesome aspects of the 
problem: first, on the degree of abuse that has 
occurred in the sale of credit insurance by small 
loan lenders; and second, on the feasibility of cor- 
recting this abuse through state supervision. 


Temptations Toward Unethical Lending Practices 
Through Sale of Credit Insurance 


The old temptations to exact usurious charges 
have not been dispelled by the act of limiting small 
loan returns to a statutory rate of interest. The 
Uniform Small Loan Act, and in some cases the 
usury laws, have simply had the effect of placing a 
ceiling rate that gives many people an opportunity 
to borrow money at less interest than they would 
have been willing to pay. The needs of improvident 
people, who are pressed by real or imaginary emer- 
gencies, place the small loan lender in a particularly 
favorable position if he is permitted to charge what 
the traffic will bear. Not being so permitted, the 
temptation to supplement his income with other 
charges that his customer will accept, is great. 

In such an environment, coming as it does after 
years of losing battles in which the small loan in- 
dustry has been progressively fenced in and do- 
mesticated, some lenders have found a gate ajar, 
and have gone wild again—this time in the field 
of insurance. The fodder they have found has an 
uncommonly delightful flavor. 

Strangely enough, this fodder has been enriched 
by two utterly different and incompatible factors 
acting on each other. Millions of dollars in adver- 
tising and selling effort, and countless worthwhile 
experiences, have convinced the American people 
of the necessity for insurance. By trading on this 
incalculable goodwill, a number of underwriters, 
and many lenders, have been able to exploit this 
avenue of income in the small loan field. 

On the other hand, years of criticism of the 
small loan lender (the good have suffered with the 
bad), and countless bits of evidence of his exploi- 
tation of the little fellow, like a boomerang have 
created a plausible argument that this same little 
fellow needs the protection of insurance. A false 
logic seems to have it that he who can ill-afford to 
pay back what he borrows should protect himself 
against non-payment by borrowing in addition the 
amount of the insurance premium. As a result, the 
borrower is “persuaded” to carry a risk which the 
interest charge of the lender originally was de- 
signed to cover. And so two mutually repugnant 
factors, goodwill and extortion, have found a com- 


8 Donaldson, J. Glenn, Small Loan Legislation in Texas, Texas Law 
Review, December 1941. 


mon habitat in some quarters of the small loan 
industry. 

A small loan lender’s desire to turn some of his 
normal business losses into income is enhanced by 
the technical side of the sale of credit insurance. 
Though he may make loans bearing maturities of 
only a few months, the insurance premiums which 
he charges cover a full year. It is possible, there- 
fore, for a small loan lender who sells money and 
insurance in a single package to increase his 
profits, more than proportionately, as he speeds up 
the turnover of his loans through the granting of 
shorter maturities. 

Some evidence that such a trend may have oc- 
curred is shown in calculations made by the writer 
in two previous articles.® It was found that in a 
number of states possessing statutes similar to the 
Uniform Small Loan Act, the average term of 
small loans was 225 days in 1943 and 176 days in 
1949. Thus the average loan turned over about 
one and one-half times in 1943 and about two 
times in 1949.!° The effect of such an increase, if it 
had been applied to insured loans, would have been 
to make possible the collection of more insurance 
premiums by the lender. 

It is a cardinal purpose of the Uniform Small 
Loan Act that a borrower shall not be forced to 
pay a higher rate of charge to the lender as the 
result of paying his debt in a shorter period of 
time. Small loan laws, patterned after this Act, 
have been designed to shut the door on any such 
development by permitting only a single over-all 
charge (excepting legal fees) computed on a de- 
clining loan principal. A fixed charge per loan, 
such as an insurance premium, which produces an 
increasing rate of return as the loan term de- 
— conflicts squarely with the policy of these 
aws 

The profit from insurance, increased by the 
turnover of loans, is increased further by the 
larger size of each loan as insurance premiums 
borrowed are added to the requested loans. The 
small loan lender here finds an opportunity to 
have his cake and eat it, too. These insurance pre- 
miums are actually phantom advances because the 
borrower does not receive them, though he pays 
interest upon them and is obligated to repay them 
as part of the loan principal.'! The lender, in many 
cases, retains these loaned premiums in his busi- 
ness, with the exception of the periodic overhead 
settlement he must make with the underwriter of 
15 to 25 per cent of premiums collected. 

The lender-agent has prospects of high profits 


® Parish, Wm. J. The Small Loan Problem i 


in New Mexico, New 
Mezico Quarterly Review, Summer 1944; 


New Mexico’s Small Loan 
Problem, New Mexico Business, January 1951. 

10 In 1949 the extremes were: New Mexico 2.94 and Utah 1.90, with 
most of the regulated states clustering around 2.0. 

A revealing statement appears in the Special Report of the Superin- 

tendent of Banks on Licensed Lenders, State of New York Banking 
Department, 1946, p. 9. “A review of the examination reports covering 
all licensed lenders for 1944 shows that in the majority of cases 
borrowers are solicited for additional loans after three or four payments. 
—In the report published by the Department in 1941 it was f ome that 
60 per cent of the number of loans and 70 per cent of the amount 
were renewed or refinanced.” (Italics furnished.) 
11 A sample of 47 loans, secured by credit insurance, made by one 
small loan lender in New Mexico, shows $2100 to have been advanced 
in money, but the amount of the loans, including insurance premiums, 
to have been $2,572.65, or an increase in outstanding balances of 22% 
per cent. 


indeed when credit insurance is sold through a 
form of contract that allows commissions on the 
basis of experience or, in the language of the trade, 
“in retrospect.” Under this form of contract, 
known as retrospective insurance, the lender- 
agent will receive high commissions if he can keep 
his losses low. His commissions will be lower as 
his losses rise. 

This form of insurance, largely a post-war phe- 
nomenon, received an aura of respectability in the 
automobile casualty field when underwriters found 
it difficult to cope with growing loss ratios.!2 No 
such excuse has occurred in the credit insurance 
field but, because of profit potentials, this retro- 
spective form of insurance has been popular in the 
past few years. Several underwriters (not of the 
old-line variety who by and large continue to offer 
standard policies at rates closely related to risks 
involved, and with payment of ordinary commis- 
sions) have inflated their rates by granting sub- 
stantial commissions ranging, on an earned basis, 
from a minimum of 40 per cent to as much as 80 
per cent of premiums collected.'* 

The mere fact that a lender doubling as an in- 
surance agent can profit so handsomely if only he 
can keep his losses low, has tempted many lenders 
to take advantage of ill-informed borrowers. If, 
as frequently occurs, the lender-agent is permitted 
to adjust his own claims, he has an opportunity, 
particularly in the case of disability insurance, to 
avoid equitable settlements and to keep savings 
as earned premiums.'* Even when the underwriter 
or an independent agent does the adjusting, the 
lender-agent can profit handsomely by not honor- 
ing and not reporting certain claims. 

The adaptation of retrospective insurance to the 
fields of “life” and “disability,” sold to individuals 
as security for personal loans, is one of the more 
serious aspects of the credit insurance problem. In 
several states it has served as a deteriorating in- 
fluence on an unfortunate development of sur- 
charging that never should have been permitted 
in the first place. The one useful purpose retro- 
spective insurance has served is to focus the sale 
of credit insurance by small loan companies in its 
worst light. It has made clear to all who wish to 
see that credit insurance, under any form in which 
the borrower must pay the premium, has no logical 
place in the small loan field. 


Some State Experiences with Credit Insurance 


The adaptation of credit life, health and accident 
insurance, as security for personal loans, is be- 
ginning to bring forth evidence, on state-wide 
scales, of abuse of ethical lending standards. 
Where state regulatory agencies have made anal- 


12 See “That ‘New Look’ to Retrospective Auto Damage Insurance 
Companies,” United States I 2, 1952, p. 11. 

18 Examples, see: Johnston v. General Finance Company et al, 
No. 52485-A/D, District Court Dallas County, Texas, 95th Judicial Dis- 
trict, 1951; Rodriquez v. Youngberg Finance, (Tex. Civ. App. 1951) 
241 SW (24) 815; Strickler v. State Auto Finance Co. (Sup. Ct. Ark., 
1952) 249 Southwestern (2d) 3807. Also: Missouri Law Review, Vol. 16, 
No. 3, June 1951, pp. 262-3. 

14 Bernard Stone, former Nebraska commissioner, 
bono publico,” 


appearing “pro 
told of an insurance company providing credit life 
insurance on a retrospective basis with the lender handling the losses, 
that inquired of a loan shark why there were no es. The reply was 
that there had been no losses and there weren’t going to be any. The 
National Underwriter, December 11, 1952, p. 19. 


yses of credit insurance premiums, apart from in- 
terest income, the evidence is most clear. For in- 
stance, an early study, made by the Small Loan 
Division of the Nebraska Department of Banking 
for the year 1946, records that insurance commis- 
sions received by small loan lenders augmented 
interest income by more than 24 per cent. Since 
39 per cent of the lenders did not sell credit insur- 
ance at all, those who did must have profited 
handsomely. 

The use of credit insurance grew rapidly as the 
post-war period progressed, and some evidence of 
its effect is available in the 1948, 1949, and 1950 
Annual Reports of the New Mexico State Bank 
Examiner. In 1948, slightly more than one-third 
of the small loan licensees sold credit insurance in 
connection with lending. Yet this minority re- 
ceived more net profits from insurance commis- 
sions alone, than all the licensees received from 
interest—in fact, 15 per cent more. The Report 
states: “A substantial part of the business was 
life, health and accident insurance.’ 

Surprising as these figures are, it should be re- 
called that they actually understate the insurance 
earnings. The premiums collected were, of course, 
premiums loaned. Thus commissions earned were 
augmented, in fact, by interest income earned on 
these phantom advances.!7 

Following the first exposure by the New Mexico 
Bank Examiner of insurance earnings, the volume 
of net profits to net income from loan operations 
fell to 31.3 per cent in 1949, and to 19.5 per cent 
in 1950.18 The rise in net income, from interest 
alone, in these years, however, was so great as to 
raise a suspicion that a good deal of normal opera- 
tional expense was advantageously charged to in- 
surance operations. This is indicated by the fact 
that in three years—1948, 1949, and 1950—the 
percentage of total net earnings to total gross in- 
come, including profits from insurance operations, 
remained fairly constant—that is, 37.5 per cent, 
38.4 per cent, and 34.6 per cent, respectively.’® In 
1951, following a change in State Bank Examin- 
ers, a continuing breakdown was not offered in the 
Annual Report. 

A more recent study in the State of Wisconsin, 
regarding credit life insurance as sold by discount 
loan companies in the small loan group, ap- 
proaches the same question from a different angle. 
In 1950 and 1951 this study showed a combined 
ratio of claims honored, in the two years, to pre- 
miums paid by insured borrowers to be less than 
20 per cent. Approximately 42.5 per cent of pre- 
miums paid were reported as commissions but, 
apparently, much more than this percentage must 
have been earned retrospectively.” 

A similar experience has been reported in Colo- 
1% Adapted from Consolidated Annual Report of Small Loan Division 
of Nebraska Department of Banking, 1946. 

16 Thirty-Fourth Annual Report of the State Bank Examiner of New 
Mezico, 1948, pp. 5 and 43. 
17 See footnote 11 
18 Adapted ~—_ Thirty-Fifth Annual Report of the State Bank 
Examiner of New Mezico, 1949, p. 41; Thirty-Sixth Annual Report, 
Thoty-Fourth, Thirty-Sixth Annual Reports, op. 

A ual Reports 


cit. 
20 Adapted from Ann’ on the Operations of Small Loan 
Companies, Section 115.09, State of Wisconsin, 1950, p. 6; 1951, p. 6. 


rado where, during 1951, the losses sustained 
against credit life insurance were something less 
than 17 per cent of premiums paid; and, in the 
case of health and accident credit insurance, losses 
were less than 31 per cent of premiums.”4 

In Texas, where the problem of tie-in sales of 
insurance and loans has been particularly severe, 
the Insurance Commissioners of that State have 
shown that credit insurance companies in Texas 
collected $10,695,712 in premiums and paid out 
$753,774 in claims, but that agents’ commissions 
totalled $7,491,965.22 These agents, who are, with 
few exceptions, small loan lenders, evidently re- 
ceived, as a whole, commissions of 70.5 per cent to 
pay claims of 7 per cent. 


Can Regulation of Lenders Correct Abuses 
of Credit Insurance? 


If the credit insurance problem in the small 
loan industry is to be attacked solely from the 
point of view that regulation has been inade- 
quate, then the solution is too apparent. Where 
small loan licensees are permitted to sell credit 
insurance, regulation should be planned carefully 
and implemented in the light of the common 
abuses so well known to students of the prob- 
lem. But what can we expect of such regulation, 
even when it is carefully designed and faithfully 
implemented? Would this approach solve the prob- 
lem even approximately? The writer believes it 
would not for two general reasons. 

The first reason involves the peculiar environ- 
ment in which a heavy balance of bargaining 
power exists in favor of the lender and in which 
motives for buying and selling credit insurance 
cannot be discerned by hindsight. The second 
reason concerns the impact which credit insurance 
sales by lenders are having on the whole philoso- 
phy and progress of the small loan industry. 

The heavy balance of bargaining power in favor 
of the small loan lender nullifies any practical en- 
forcement of anti-coercion laws”* which have as 
their objective the sale of insurance without taint 
of compulsion. When a man’s need exceeds the 
legal price of money, what is the effect of a wink 
or an expression; a tone of voice or a deliberate 
delay on the part of the lender? The difficulties of 
discovering, post facto, the sincerity with which 
the licensee met the spirit of the anti-coercion law 
— certain that abuses would continue to be 
rife. 

Colorado, in an earlier effort to reach a work- 
able solution to the problem, permitted the sale of 
credit insurance by small loan lenders providing 
“the number of borrowers who purchase such in- 
surance bears a reasonable relation to the total 
number of loans made to indicate to the Commis- 
sioner that there was no absolute requirement by 
the lender that the borrower purchase insur- 
21 The National Underwriter, December 11, 1952, p. “* 


2 Public Hearing on Credit Insurance Held Before the State Board 
Commissioners, Exhibit D, September 24, 1952, Austin, 


“States having are: Calif., Conn., Ga., Ky., La., 
Me., Mass., Mich., N.H., N. » Ohio, Pa., Tenn., and Va. Barrett, 
Robert = Compilation of thera Finance Laws, National Consumer 
Finance Association, Washington, D.C., 1952. 


ance.”2 On December 1, 1952, however, the ex- 
periment ended and the sale of credit insurance by 
small loan lenders became illegal.2° 

“Reasonableness” is a difficult word to define at 
best. Its use complicates and burdens regulation 
wherever it is applied. The necessity for such 
judgment should be avoided wherever possible, 
particularly when there is much question, as in 
the case at hand, whether it is reasonable to permit 
small loan licensees to sell credit insurance at all 
—a point that will receive further attention. 

Some aspects of this regulatory problem could 
be supervised satisfactorily if the desire to enforce 
were present. Refunds on unearned premiums; 
one policy to one loan; face of the policy to be no 
greater than the original principal of the loan; 
term of the policy to be no longer than the term 
of the loan—are easily enforceable orders. Many 
side issues, however, would continue to rise, in- 
cluding the one of coercion as mentioned above. 
This would be troublesome, indeed, unless the 
whole institution of credit insurance were re- 
moved from the small loan field. — 

If regulation of small loan licensees is to be 
burdened with the insurance problem it will be a 
costly and inefficient effort at best. It is more 
likely, however, to be a hypocritical, conscience- 
saving effort. The profitableness of credit insur- 
ance can be cut to the bone, or, as in some states, 
pecuniary rewards from such sales can be out- 
lawed,?* but each of these approaches winks at 
well-known channels of evasion.27 Anti-coercion 
laws can be passed, declaring it illegal to compel 
borrowers to purchase credit insurance, but these 
laws, practically speaking, defy enforcement. 

The sale of credit insurance by small loan com- 
panies should be recognized for what it is: an 
effort on the part of the lender to profit at the 
expense of the borrower beyond the return con- 
templated by the single, all-inclusive charge per- 
mitted in the statutory interest rate. 


What Purpose Does Credit Insurance Serve? 


The small loan lender, generally, would deny that 
his primary purpose in selling credit insurance is to 
profit thereby. He places emphasis on the need of 
the borrower for protection against the contingen- 
cies of death or disability. If this is his chief con- 
cern, then we must ask: is the credit insurance 
which the small loan lender sells of any substan- 
tial value to the borrower? 

In the case of credit life insurance, purchased 
in connection with small loan borrowings, the 


“ — of the Colorado Association of Finance Companies, March 


q Colorado Small Lean Act, ant Rule and Regulation 
No. 1, 1913, iL Lenders Act, O 81, 1952, Frank E. Goldy, 
State Bank Commissioner, Denver, Colorado. 

28 No small loan acts affirmatively permit licensees to profit by way of 
commissions from insurance, and some State =, Examiners have 
prohibited such profits as in Cal, Conn., Ill, N.J., and N.Y. 

“. . . some lenders make use of subterfuge to obtain the commission 
o having the insurance commission paid [to] an employee or to a 
manager with the understanding that the commission is to be part of his 
salary. Others set up another corporatior in connection with the loan 
company for the purpose of obtaining the commission.” Final Report 
of Wisconsin Joint Interim Committee on Interest Rates and Loan 
Charges, 1945, p. 20. Another method (illegal under many state insurance 

for the agent to his commission to the lender. 
» (Tex. Civ. App. 1951) 241 


See Rodriguez v. Young 
SW (aa) 815. 


beneficial effects to the estate of the typical small 
loan borrower are likely to be nil. Without insur- 
ance his estate assets after payment of a widow’s 
award, funeral expenses, taxes, and other claims, 
are usually insufficient to pay the loan indebted- 
ness.28 The borrower’s estate, therefore, usually 
possesses sufficient exemptions to obviate harass- 
ment by the small loan lender. Where credit is in 
effect, therefore, the lender, as first beneficiary, 
becomes the sole beneficiary in the great majority 
of cases. To permit the small loan lender to sell 
credit life insurance, is to permit him, in effect, to 
require its purchase to the preponderant benefit of 
the lender and, therefore, to nullify the claim that 
the lender is “offering” it for the benefit of the 
borrower. 

The assertion that the welfare of the borrower 
is the chief matter of concern is no less fatuous 
in the case of credit health and accident insurance. 
Here not only are the hazards, which the policies 
cover, limited, thus cutting the possible benefits 
to the borrower, but in no case can he benefit suffi- 
ciently to more than dent the overall obligations 
incurred in a typical illness or accident covered 
by his policy. A typical policy pays only “in the 
event the Insured shall become totally and con- 
tinuously disabled during the term of this policy— 
provided, however, that any disability of the 
Insured of less than six days will constitute no 
obligation against the Company.” ® 

Although a large proportion of small loans are 
written with maturities of less than six months, 
or are re-financed before a six month period ex- 
pires,2° many common diseases are excluded un- 
less the policy has been in force for more than six 
months.*! The hazard terms of these policies in 
general are the same, to be sure, as many clauses 
in old-line insurance company contracts, but the 
application of such terms to credit insurance on 
small loans can be of little benefit to the borrower. 

Should a borrower have a just claim under one 
of these policies, he would receive, as credits to his 
loan balance, “‘a daily benefit calculated at the rate 
of 1/30 of the amount of the monthly disability 
benefits,” ®? which figure is related to his monthly 
payments due the lender. A few cents a day in 
benefits is no more than a drop in the bucket to a 
borrower who may be incurring hospital, doctor, 
or drug bills or all three. The credit health and 
accident policy, however, is a shower of profit to 
the small loan lender. 

This is not to argue that insurance, as such, 
against life, health and accident contingencies of- 
fers little benefit to the insured. It is only to say 
that credit insurance, limited as it is to the origi- 
Legality of Sele Insurance by Old Republic Life Insurance 
Company under Ii ‘mall Loans Act, Law Committee, Illinois Con- 
sumer Finance Prove: Nom May 7, 1949, p. 11. 

2 Form PL-3-49 Monthly Premium (Life Insurance with Total Disa- 
bility Benefits) Bankers Health and Accident Company, Dallas, Texas. 
Also Form PPP-L-8-2-49 Monthly Premium (Level Term Insurance with 
—_— =e Benefits), City National Life Insurance Company, 
® See footnote 10. Re-financing often means the purchase of a new 


insurance policy by the borrower. 
o Form CP1-1-50, Bankers Health, op. cit. 


nal amount of the loan, or its declining balance, 
costing a premium*® to the borrower which covers 
overhead and profits to the lender-agent, has no 
socially justifiable place in the house of the small 
loan lender. The borrower, typically, is not the 
beneficiary, or at best is no more than an inci- 
dental beneficiary. 


Why Is Individual Credit Life Insurance Sold 
by Small Loan Licensees? 


The customer of a small loan company who has 
been “persuaded” to increase his borrowings to the 
extent of an insurance premium or premiums, is 
protecting the lender to a far greater extent than 
he is benefitting himself.** If some lenders feel 
they must command this protection, then what can 
be their defense when they choose to accomplish 
their purpose through individual credit life policies 
which are more costly to the borrower, by far, than 
a group policy would be?** These lenders, by and 
large, do insure a large enough percentage of their 
total loans to qualify for group life insurance,*® 
but have not seen fit to offer this saving to the 
borrowers. The standard rate for individual dimin- 
ishing-balance credit life insurance is one dollar 
per hundred dollars of original principal. Group 
plan rates, covering the same risks, range from 
49¢ per year per hundred dollars of initial amount 
down to 35¢ depending on volume of insurance 
written.37 

Surely, if a borrower’s interests were dominant 
in the credit insurance plan, or even if protection 
against losses to the lender were an equally domi- 
nant motive, then charging high rates through 
individual credit life policies would not be so 
widely practiced.** The penchant of the small loan 
lender to pass on to borrowers the cost of indi- 
vidual credit life insurance policies in preference 
to group creditor-debtor life premiums, demon- 
strates clearly that his chief motive in selling 
credit insurance is to profit beyond the fair and 
adequate amount permitted him under the all-risk 
interest charge of small loan legislation. 


%8 Typical premiums are: on credit life insurance non-reducing balance, 
$2.00 per $100 balance per year; diminishing balance, $1.00 per $100 of 
original balance per year; and on credit yoga and accident insurance, 
$3.50 per $5.00 of monthly installments per y 

% One author, who believes in the sale of credit insurance by small loan 
lenders, frankly states his understanding of the need for such insurance. 
“The earning capacity of the borrower was of even greater importance 
to the security of the loan than was any tangible property which he 
might offer as security. This led to the use of insurance which would 
discharge the obligation in the event of the death or disability of the 
borrower.” our, James O., Trend to Insurance Provisions in Small 
Loan Statutes, Conference on Personal Finance Law, Quarterly Report, 
Spring 1952, N.Y., pp. 33 and 38. 

% No large established insurance company, to the knowledge of the 
writer, is offering for sale group creditor-debtor health and accident in- 
surance. It would appear to be impossible to offer really worth-while 
accident and health coverage at a price that is practical in the market. 
% Definition of group insurance developed by the Life Insurance Com- 
mittee of the National Association of Insurance Commissioners on 
December 15, 1948, requires 75 per cent of the eligible debtors to be 
insured, each for no more than the amount owed the creditor. 
8T Miller, Elmer. Reforms are Pushed in Credit Insurance, Journal of 
Commerce, Jan. 9, 1958. Statisticians of the Household Finance Corpo- 
ration estimate the net costs to that Company of a group-debtor credit 
life insurance policy obtained from the Prudential Life Insurance Com- 
pany, the entire cost of which is borne by Household, will not exceed 
ay. $100 of loans made. The National Underwriter, March 19, 1958, 
p. 

%8 Massachusetts permits small loan licensees to pass on only the indi- 
vidual cost of group insurance. Annotated Laws of Massachusetts, Vol. 
5A, Ch. 175, Sec. 184. 


Can These Profits Through Extra Charges 
Be Justified? 


Since those days of 1916, when the National 
Association of Small Loan Lenders met with repre- 
sentatives of the Russell Sage Foundation to agree 
on a uniform small loan draft for legislation,*® 
most enacted small loan legislation has provided 
for an all-inclusive monthly per cent charge com- 
puted on outstanding balances. Of the thirty-two 
small loan laws*® generally regarded as effective, 
only Maryland, Pennsylvania, and Missouri di- 
rectly or impliedly authorized the right to require 
or sell credit life insurance. It is evident that there 
is general agreement outside the industry, if not 
within it, that the all-inclusive charge affords the 
surest and simplest method of informing the bor- 
rower of his cost, and permits the most effective 
and efficient regulation. This formula of long 
standing should not be breached without the most 
cogent and sound reasons being present. 

One reason might be that a new service had 
arisen, costly to the lender, which the borrower 
was demanding and which, logically, in the inter- 
est of the general public should be offered by the 
lender. Many have argued that credit insurance 
is such a service. Previous discussion in this paper 
has reasoned that this is not the case; that small 
loan borrowers as a group do not benefit substan- 
tially through this protection; that the borrowers’ 
interests have not been, in fact, a dominant motive 
for selling this protection ; that profit to the lender 
has been the all-pervading motive. 

A second reason sometimes given for the sale of 
credit insurance by the small loan lender is the 
difficulty of making fair profits under the all- 
inclusive interest rate structure. If this were true, 
the logical answer to the problem would be to raise 
the interest rate by statute, and not indirectly 
through the practice of levying extra charges. 
There appears, however, to be no evidence to up- 
hold the contention that profits have been inade- 
quate. Except for some of the early experiments 
with low monthly interest rates—New Jersey, 
1930; Tennessee, 1936; Missouri, with varying 
rates, from 1891 to 1951; Virginia, 1944—the 
small loan acts of the various states, permitting 
maximum interest rates of 2 per cent to 314 per 
cent per month,*! have given the small loan indus- 
try of these states adequate returns on their used 
8° Robinson and Nugent, Regulation of the Small Loan Business, Russell 
Sage Foundation, N.Y., 1935, pp. 111-117. 

40 The thirty-two states referred to are: Ariz., Cal., Colo., Conn., Fla., 
Ida., Ill., Ind., Ia., Ky., La., Me., Md., Mass., Mich., Minn., Mo., Neb., ’N.H.. 
N.J., N. Ohio, Ore., Pa., R.l., Utah, Vt, Va., Wash., W.Va., Wisc., 
and the Territory of "Hawaii. See: Small Loan Laws of the United 
States, Educational Pamphlet No 2, Bureau of Business Research, West- 
ern Reserve University, Cleveland, Ohio, 1952, pp. 9-10. So far during 
the 1953 legislative sessions, Nebraska has amended its law to permit 
the sale of credit life, health and accident insurance; the Colorado gov- 
ernor has vetoed a bill which might have permitted the sale of credit 
life, health and accident insurance; South Dakota has enacted a law 
which prohibits the sale of credit life, health and accident insurance on 
loans of $300 and less; and New Mexico, which in 1949 had recognized 
the sale of credit life, health and accident insurance through small loan 
lenders without specifically granting an exception to the small loan act, 
placed the supervision of such insurance in the office of the Insurance 
Commission. 

41 Maximum rates range from 2% to 8 per cent per month on loan bal- 
ances of $300 and less and somewhat less on larger loan balances. A few 
states still permit 3% per cent per month and few permit less than 2% 
per cent per month. Generally speaking, small loan rates are three to 


four times the general usury rates in southern and western states and 
five to six times the general usury rates in northern and eastern states. 


and useful assets. The average returns in regu- 
lated states, exclusive of insurance commissions, 
including some of those states which bar the sale 
of credit life and disability insurance,*? exceed 6 
per cent, although 7 per cent and above is more 
common.*? 

These figures, of course, include the inefficient 
operators whose records pull down the average re- 
turn. Since it is the general practice of small loan 
companies to increase their effective capital by 
long and short term borrowings, the average re- 
turn on equity capital is considerably higher than 
the percentage earned on used and useful assets.*4 

It might be argued if facts permitted, that in- 
surance is needed as a protection against rising 
loss ratios. Even if figures were not available to 
controvert this argument, one might wonder if 
falling mortality rates and rising health standards 
in the United States over the years would not have 
redounded to the benefit of the small loan lender. 
Actually two significant sets of data have been 
compiled which would lead to the conclusion that 
small loan companies have less need for special 
protection against the loss of earning power of 
their borrowers today than they had in years past 
when the practice of selling credit insurance 
through small loan companies was in its infancy, 
or non-existent. 

A detailed study by the New York State Bank- 
ing Department of small loan losses in that State 
from 1936 through 1951 shows a downward trend 
of percentages of losses to outstanding loans from 
2.79 to 1.26. The average net losses after recov- 
eries over this period was but 0.74 per cent of 
outstanding loans.* 

A second study, made by the Household Finance 
Corporation of its own operations in 29 states and 
10 Canadian provinces, is significant in this regard 
also. The losses on loans of this corporation, after 
recoveries, in the years 1929 through 1951, ex- 
pressed as a percentage of average annual out- 
standing loan balances, show a declining trend of 
1.59 to 0.52. The average loss ratio, after recov- 
eries, for the period was 0.85 per cent.*¢ 

A recent experiment, begun independently by 
the two largest companies in the small loan field— 
Beneficial Management Corporation (Personal Fi- 
nance) and Household Finance Corporation— 
lends practical strength to this discussion. In se- 
lected states these companies are furnishing each 
borrower insurance that will retire the unpaid 
balance of his loan in event of death, without extra 


42 Cal., Colo., Conn., Ill, Iowa, Me., Mass., Minn., N.H., N.J., N.Y., 
Ohio, Ore., R.I., Vt., Va., Wash., Wisc. The Dominion of Canada also 
prohibits this practice. 

48 Annual Reports of Banking Commissioners where percentage returns 
have been calculated. 

44 N.Y. State average return on used and useful assets, 1941-44, was 
8% per cent; on equity capital before taxes, 1941-44, it was 14.87 per 
cent. Borrowed funds, 1941-44, constituted 36.4 per cent of total funds 
(capital plus borrowings). Special Report of the Superintendent of 
Banks on Licensed Lenders, 1946, pp. 14-15. 

4 Figures furnished by the New York State Banking Department. 
(Small loan companies in New York are not permitted to sell credit life 
and disability insurance. Therefore, insurance recoveries are not an 
influence in this study.) 

48 Prospectus of Household Finance Corporation on Sale of 4.40 per cent 
Preferred Stock, Lee Higginson et. al., November 18, 1952, p. 17. (House- 
hold Finance Corporation sells no insurance in connection with its loans. 
ibid., p. 16. Therefore, insurance recoveries are not an influence in this 
ieee) See Note 47 for experiment in group insurance begun March 16, 
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charge to the borrower. Both companies have ab- 
sorbed the cost of the insurance out of their regu- 
lar charges which have not been increased.*7 

Thus, from any reasonable angle, theoretical or 
practical, there seems to be no justification, either 
from the borrower’s standpoint or the needs of 
the lender, to pass on the cost (or cost plus profit) 
of credit life and disability insurance to the small 
loan customer. 


Long Term Significance of the Credit Insurance 
Movement to the Small Loan Industry 


The small loan industry has not yet risen wholly 
above the opprobrium of the loan shark label. Nor 
have its efforts, and those of sympathetic students, 
yet eliminated the prevalent belief that the small 
loan licensee should operate within the usury laws. 
Misinformed as these critics are, they will gain 
strength if the small loan industry, through extra 
charges, exacts more than a fair return. The argu- 
ment that extra-usury interest permitted small 
loan licensees was established to cover all the risks 
associated with the making of unsecured loans is 
well known to both friends and enemies of the in- 
dustry. Those lenders who are advocating the sale 
of credit life and disability insurance in connection 
with small loans are, deliberately or inadvertently, 
risking return of the day when the industry shall 
be compelled again to operate within the usury 
laws with consequent reliance on hidden profits 
and subterfuge to keep its head above water. 

If the industry will but look at itself, it will 
know this to be a probable effect of the credit in- 
surance movement. It will see its own members, as 
profits from insurance sales pile up, advertising 
lower interest rates for “protected loans,” but still 
extracting a higher gross charge from the bor- 
rower than maximum rates would permit. It will 
see that some lenders are operating without small 
loan licenses by lending at or under the usury 
interest rates, but compelling borrowers to pur- 
“? Beneficial Management Corporation started this experiment in Octo- 
ber, 1952, in Maryland, Florida, Minnesota, Arizona, and Louisiana, and 


recently the plan was extended to West Virginia and Kentucky. Bene- 
ficial Management Corporation, Newark, N.J., April 23, 1953. 


Household Finance Corporation is conducting the experiment in Colo- 
rado and Nebraska. Press Release, Household Finance Corporation, 
Chicago, Ill., March 16, 1958. From the point of view of this paper, it is 
particularly interesting to note the following sentences taken from this 
news lease: “‘The rate of charge provided in most state small loan 
laws was intended to cover all costs, expenses, and losses of the lender, 
including uncollectibility from any cause. A cardinal principle of the 
small loan lender is prohibition of side profits of any kind.” 


A third example of a lender absorbing the charges of a group credit life 
policy is the Anglo-California National Bank, which coverage applies to 
all borrowers who finance the purchase of an automobile through that 
bank. The American Banker, April 24, 1953. 


chase credit life, health and accident insurance in 
conjunction with their loans. The profit on credit 
insurance sales can more than compensate for the 
difference between usury and small loan interest 
rates. 

The answer, some would say, is regulation— 
fixing lower insurance premiums; perhaps permit- 
ting small loan lenders to pass on to the borrower 
only standard group insurance rates. Many would 
advocate the abolition of retrospective insurance. 
If we are concerned with the significance of the 
credit insurance movement to the future of the 
small loan industry, however, this is not the 
answer. 

Those who support the sale of credit insurance 
by small loan lenders, with or without improved 
regulation, are flouting the established and tested 
concepts of regulation of this industry. They argue 
in terms of security—minimizing the lender’s and 
borrower’s risks—but they are talking in a lan- 
guage largely foreign to the small loan business. 
Such talk is entirely appropriate as to other types 
of loan transactions for which adequate security 
is the rule, and in which the borrower is required 
to bear all costs of furnishing security. But this is 
not the nature of the small loan industry. It is 
largely because of the failure to take into account 
the minor role of security in small loan transac- 
tions that arguments on behalf of credit insurance 
appear plausible, and even convincing, to persons 
not fully acquainted with the principle which es- 
tablished the all-inclusive charge to cover the full 
risks of unsecured lending. 

To permit the sale of credit insurance by small 
loan lenders would be to re-establish the old pat- 
tern and precedent for surcharging. It would open 
the door again to extra charges of all sorts: not 
only insurance premiums but bonding and investi- 
gation fees as well. If lenders are permitted to 
minimize some of their loan risks and expenses by 
making additional charges for credit insurance, 
the same logic demands that they shall be permit- 
ted to shift other risks and expenses to borrowers 
by special charges. 

The single, all-inclusive rate of charge payable 
on the unpaid balance of the loan and high enough 
to cover all risks of unsecured lending, including 
a fair return upon used and useful assets, is the 
principle which more than any other factor has 
enabled the small loan industry to gain acceptance 
in the field of legitimate finance. To permit this 
principle to be breached would be a tragic and evil 
development. 


Recent Business Activity 
Continued from page 2 


This long term decline is related to the gradual 
increase in the supply of capital, and to over- 
all gains in productivity and in mass-consumer 
income. The recent decline in the rate of bank 
earnings, in fact, has occurred in the face of the 
greatest business boom in history, and banks of 
course have actively lent and made money in the 
boom. Total bank earnings are up, but the rate of 
earnings is down. 

There are three important reasons for this drop 
in the rate of bank earnings: 

1) ashift of earning assets from loans to invest- 

ments 

2) the long term decline in interest rates (true 

in spite of recent tight money) 

8) a decline in the proportion of total bank 

assets which are used to make money. 

Commercial banks get most of their operating 
income from interest on their “earning assets,” 
as shown by this table of sources of operating 
earnings in certain recent years. 


Per Cent of Operating Earnings from— 


Interest on Loans Commissions 

and Investments. and Fees Other 
1940 82.5 15.0 2.5 
1945 81.5 16.1 2.4 
1949 88.1 10.3 2.0 
1952 87.3 10.8 1.9 


The earning assets of commercial banks consist 
of money lent out, and of securities bought and 
held for the interest they produce. But the return 
on the two types is greatly different. From a 
money-making standpoint, the loans are worth a 
lot more to banks than the securities. In 1952 the 
average rate of return on loans made by New 
Mexico banks was 6.83 per cent, while the interest 
earned on bonds amounted to only 1.72 per cent. 
Thus the return is determined in part by the pro- 
portions of high-yield loans and low-yield secur- 
ities which make up the banks’ earning assets. 

In recent years banks in New Mexico have put 
more of their money in securities (mostly U.S. 
Government bonds), compared with the amounts 
they have been able to lend out. The banks have 
simply had more money available than borrowers 
have stepped up to ask for. 

The war accelerated this involuntary trend to- 
ward socking it away in bonds. The resources of 
our banks increased tremendously—about 340 per 
cent—during the war. Everybody who could work 
had a job, and the pay was getting better all the 
time. But buying, particularly of hard goods, had 
to be put off. By the same token, businessmen 
couldn’t get merchandise to sell, and no private 
construction was permitted. So there was little 
or no increase in the demand for bank loans. 

A good portion of the money that people and 
businesses couldn’t spend showed up in the banks. 
Finding no other use for it, the banks put it in 
bonds. Thus, the proportion of loans to invest- 
ments was drastically altered, as the following 
table shows. 
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Per Cent of Earning Assets in— 


ans Investments 
1939 60.7 39.3 
1942 84.9 65.1 
1944 19.5 80.5 
1947 42.2 57.8 
1950 46.7 53.3 
1952 46.7 53.3 


After the war the lid on business came off (with 
a lot of straining, if you will remember). Banks 
made increasing numbers of loans to finance 
expanding business and consumer buying. And 
the proportion of banks’ earning assets in loans 
naturally rose, while the proportion in bonds cor- 
respondingly dropped. 

Only it didn’t drop back anywhere near to pre- 
war levels. Since the war investments have con- 
sistently made up more than half the earning 
—_ of banks, and they appear to be stabilized 

ere. 

Banks can make money on bonds, but the return 
is piddling, as we have seen, compared to the prof- 
its from loans. The question naturally arises: with 
all the business expansion and gains in consumer 
buying since the war, why did banks bother with 
more bond purchases at all? Doing so has appar- 
— cost them money, as the following table 
shows. 


Average Return 
on Earning Assets 
1939 5.97 per cent 
1940 6.32 per cent 
1941 6.08 per cent 
1950 3.89 per cent 
1951 3.94 per cent 
1952 4.11 per cent 


The answer, on the simplest level, is that money 
continued to increase after the war in greater 
amount than demand for loans. People borrowed 
right and left, but they couldn’t borrow as fast 
as bank assets grew. Rather than let it sit idle 
in the vault, the banks bought bonds with what 
was left over. And so the rate of earnings declined, 
even while bankers enjoyed high profits. 

Part of the decline in the rate of earnings, how- 
ever, has been due to the long term downward 
trend of interest rates generally. The same amount 
of money invested now makes less money for the 
bank—or anyone else—than it did before the war. 
The following table shows this decline in average 
return on loans and investments of all state banks 
in New Mexico. 

Average Return on— 


Loans Investments 
1939 7.90 per cent 3.00 per cent 
1940 8.17 per cent 3.12 per cent 
1941 7.89 per cent 2.78 per cent 
1950 6.55 per cent 1.55 per cent 
1951 7.01 per cent 1.52 per cent 
1952 6.83 per cent 1.72 per cent 


In the last three years the percentage of earn- 
ing assets going into loans has risen somewhat, 
and with recent tightening of money the average 
return on earning assets is also rising. But operat- 
ing earnings as a percentage of stockholders’ 
equity have nevertheless declined. The long term 
reasons for the decline have been discussed. 


| 
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An immediate cause for this decline in the in the demand for short term capital. This is indic- 
decrease in the proportion of their total resources ative of a very rapid rate of capital accumulation 
which banks have been able to place in any earning in the State. Yet there is still heard in New Mexico 
capacity. Earning assets as a proportion of total the perenial cry that the State’s economic—par- 
assets have declined from 71.2 per cent in 1949 ticularly industrial—development is handicapped 
to 68.3 per cent in 1952. Why? by a shortage of capital. 

These appear to be some of the reasons: _. How can there be a shortage of capital if cap- 
(1) Demand for loans, particularly by business, which the ital accumulation in the State is as rapid as is 

banks are willing to make, has not expanded as rapidly indicated by the phenomenal increase in bank 
as , the fonds which the banks | have a Rising resources, and if the banks have such a plethora 
interest rates may have operated as a deterant. of funds that they have to seek new forms of 
mane for which there is the areatest investment and rely for income on low-return gov- 
ment and residential real estate—and have not in- ernment bonds? ; ay a 
creased their lending in this field. The answer appears to lie in the distinctions 
(3) Banks have been reluctant to invest further in secur- between long-term and short-term capital and be- 
—-* in view of the recent decline in bond tween venture and security capital. The growth 
034. in the funds available to banks adds to the supply 

An examination of the causes of the recent of short-term capital, but in itself it adds nothing 
decline in the rate of operating earnings of our to the amount of funds seeking long-term invest- 
state banks raises some serious questions concern- ment. Moreover, savers who place their funds with 


ing the economic development of New Mexico. institutional investors, whether for long or short 
It appears that the banking system has been build- eee es g 


ing its resources more rapidly than the increase Continued on page 12 


BUSINESS ACTIVITY IN NEW MEXICO 


Per Cent Change Per Cent Change 
Indicated Month Indicated Month 
Index Compared With Index Compared With 
Same Same 
Month Month 
Preceding Last Preceding Last 
Month ear Month Year 
APRIL DATA (1947-49 Mo. Ay. 124.3 + 1.7 t 4.5 
lr + 1.8r 18.7: 189.3 — 0.5 2.1 
Bank Loans and Discounts ...... — 8.2r 21.6r mtract Construction ... 102.1 4.9 — 
Demand Deposits ............... "142.6 4.3 6.6r Building Permits .......... " 374.7 69.8 132.2 
"162.1 1.1 18.8r Petroleum Production 1.6 10.9 
Postal Receipts ”" 167.3 — 16 2.5 Electric Power Production ” 169.5 1.7 12.0 
Wage Employment ” 184.2 it 4.9 Mine Production—Metallics ...... “4 83.8 — 6.0 — 40.2 
Manufacturing . “- tie 1.2 14.3 Mine Production—Copper ........ ” 119.2 + 2.7 — 114 
0.0 + 14 Mine Production—Lead = 28.9 — 52.2 — 73.2 
Transportation & Util. + 0.5 + 8.3 Mine Production—Zine ..... 34.5 — 34.5 — 18.3 
” 188.2 + 15 + 4.7 Mine Production—Coal_ .......... ” 52.6 — 11.7 na 
98.0 — 2.0 — 28.6 
is + 11 — 10.5 
MAY DATA (1947-49 Mo. Av.=100) 
Bank Loans and Discounts ...... ° 8 3.9 23.6 
Demand Deposits ............... ” 140.9 — 12 6.3 
162.1 0.0 16.9 
148.5 61.7 8.3 
00 208 
Livestock Prices .............. ” 98.3 + 0.3 — 27.0 
— 11 — 18 
JUNE DATA 
Retail Food Prices in Albuquerque 
108.2 + 0.3 — 8.1 
BUSINESS ACTIVITY BY DISTRICTS 
District | 2 8 4 5 6 7 8 9 
Present gaa Compared with Last Month 
— 0.1 — 17.7 —14 — 0.3 + 4.8 —10.2 — 3.4 —16.5 — 5.6 
Loans 9.5 + 7.9 + 5.6 + 4.3 — 5.5 + 1.4 + 0.2 — 3.6 4.7 
eS OS rn 2.2 — 5.8 — 5.0 — 0.3 — 0.6 — 16 — 1.8 — 1.5 0.5 
(kU "== re 0.1 + 0.6 0.0 — 0.8 + 0.6 0.0 — 0.3 + 4.0 3.3 
2.5 —12.7 —20.4 — 0.8 — 6.7 —13.2 — 2.0 —13.4 — 6.0 
Present Month Compared with Last ary 9 
Bank Debits 10.1 —17.5 11.0 + 4.5 —17.1 — 3.9 8.7 1.9 
Loans and Discounts 15.0 —85.4 59.5 1.7 —15.2 +22.9 2.2 2.7 
Demand Deposits 0.7 3.0 10.5 7.0 5.5 — 16 8.4 + 8.5 
Time Deposits 17.4 27.7 17.8 17.4 26.5 RELY 27.0 —10.4 
Postal Receipts 8.7 —10.4 12.0 0.3 1.3 10.2 14.2 + 6.0 
Source of data: 
Sales (all categories), Petroleum Production, and Potash Production: Electric Power Production: Federal Power Commission 
N. M. Bureau of Revenue Metallics Production: U.S. Bureau of Mines 
‘Life Insurance Sales (New Ordinary): Life Insurance Agency Manage- Coal Production: N. M. State Mine Inspector 
ment Association Farm Prices: U.S. Bureau of Agricultural Economics 
Wage Employment (all categories): N. M. Employment Security Bank data (all series), Postal Receipts, Building Permits, and Retail 


Commission Food Prices in Albuquerque: Bureau of Business Research 


11 


| 
| 
| 
| 
| 
| | 
| 
| 
» 
|__| 


Recent Business Activity 
Continued from page 11 


terms, are looking primarily for security and sec- 
ondarily for income, and such funds are neither 
intended nor available for venture capital invest- 
ment—the type of investment which is necessary 
to industrial development. 

The conclusion is, therefore, that there prob- 
ably is a shortage of capital to underwrite the 
industrial development of New Mexico. If so, does 
it mean that the basic resources and conditions 
for industrial development in this State are not 
sufficiently attractive? Or are we in too great a 
hurry for such development, which may come only 
as the Nation itself achieves greater industrial 
maturity? 


Has Industrial Growth Been Held Back? 


Whether a shortage of venture capital is seri- 
ously impeding industrial development in this 
State is a moot question simply because we’re not 
sure that we are not now in the middle of impor- 
tant industrial growth. The transition from an 
extractive-agrarian economy to an industrial one 
doesn’t take place over night. Industrial develop- 
ment is a long-term process—so long in fact that 
it is difficult to discern the process except dur- 
ing periods of very rapid change. And how one 
measures the industrial development that may be 
taking place now is hard to know. 

If you look at the growth of manufacturing em- 
ployment in New Mexico during the last few years, 
you get the distinct impression that the State is 
getting along pretty well in its progress toward 
more manufacturing. Except for the industry 
group called “Finance, Insurance, and Real Es- 
tate,” manufacturing has shown the greatest 
growth of employment in the last five years of all 
the industry groups in the State. 

The index of employment in manufacturing for 
April of this year stood at 175.6, which means that 
it was 75.6 per cent greater than in the average 
month of the three years 1947 through 1949. The 
rate of increase in all nonagricultural employment, 
by contrast, was less than half as great, being only 
34.2 per cent. The obvious conclusion—maybe so 
obvious as to be misleading—is that New Mexico 
is undergoing considerable industrial development 
right now.—R.L.E. 


Special Article on Small Loans 

Most states have cleaned up the once- 
notorious loan-shark problem by enacting 
laws based on the Uniform Small Loan Act. 
In a few western and southern states loan- 
sharks still flourish, and reputable small- 
loan firms are scarce or non-existent. New 
Mexico is in-between, it has the nucleus 
of a good small-loan act, but a few compro- 
mise loopholes written into the law still 
permit abuses. Some greedy lenders in this 
State and elsewhere have made a killing 
out of tie-in sales of life, health and acci- 
dent insurance, forced onto borrowers. Our 
special article this month, by Dr. William 
J. Parish, relates in carefully documented 
detail the burden which unjustifiable insur- 
ance tie-ins place on the small borrower. 
That small borrower represents the mass 
purchaser, and when he is cheated, repu- 
table business suffers. 

Single copies of a reprint of Dr. Parish’s 
article may be had for the asking from the 
Bureau of Business Research, as long as 
the supply lasts. 
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